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SUBJECT: Earned I ncone Refundable Credit

DEPARTMENT AMENDMENTS ACCEPTED. Amendments reflect suggestions of previous analysis of bill as
introduced/amended

X AMENDMENTS IMPACT REVENUE. A new revenue estimate is provided.

AMENDMENTS DID NOT RESOLVE THE DEPARTMENT’S CONCERNS stated in the previous analysis of bill as
introduced/amended

FURTHER AMENDMENTS NECESSARY .
DEPARTMENT POSITION CHANGED TO

X REMAINDER OF PREVIOUS ANALYSISOF BILL ASAMENDED 3/23/2K STILL APPLIES.
OTHER - See comments below.

SUWARY OF BILL

This bill woul d:

provi de a refundabl e Earned Incone Credit (EIC) in an anmount equal to 15% of
the earned inconme credit allowed by federal |aw,

provi de that the Franchi se Tax Board (FTB) shall train and i nform enpl oyers
regardi ng how enpl oyees may make wi t hhol di ng adjustnents to reflect the credit;
and

i ncl ude the refundable EIC in the list of credits that can reduce regul ar tax
bel ow tentative mninumtax (TMI) for purposes of alternative m ninumtax
(AMT) .

SUWARY OF AMENDMENT

The March 30, 2000, anendment del eted | anguage that woul d have prevented
non-residents (including part-year residents) and taxpayers w thout a qualifying
child fromqualifying for the credit, thus allowing the credit to these

i ndi viduals. The amendnent renoving the restriction on non-residents resolves a
Constitutional Consideration stated in the March 23, 2000, anal ysis.

The anmendnent al so woul d provide that any refunds of the credit would be treated
the same as the federal EIC in determining if an individual qualifies for
benefits under Division 9 of the Welfare and Institutions Code. The federal EIC
is not considered in determning if an individual qualifies for welfare. This

provi sion does not inpact the department and will not be included in this

anal ysi s.
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REVI SION TO PRI OR ANALYSI S

This anal ysis revises the Departnment’s bil
prior analysis stated that the EIC would be a state public benefit
law. As a public benefit the Department woul d have been required to verify that

certain illegal aliens would not
Departnent’s | egal staff,
El Cs and several federal

Service and the Depart nment

that this proposal woul d not
IV of the Personal Responsibility and Work Qpportunity Act

affects the “Fi sca

Additionally, the departnenta
costing analysis of this bill.

EFFECTI VE DATE

This bill would be effective i medi ately upon enact nent

receive the EIC.
whi ch i ncluded consulting other states with refundable
agencies including the I'mmgration and Naturalization

of Health and Human Servi ces,
create a state public benefit for

t axabl e years beginning on or after January 1, 2000,

SPECI FI C FI NDI NGS

Upon further

| npact” section of the prior analysis.

it

of 1996.

anal ysis dated March 23, 2000. The
under federa

review by the

has been determ ned
purposes of Title
Thi s change

costs are being revised to reflect a nore detail ed

and woul d apply to

and before January 1, 2005.

Except for prohibiting non-residents and single taxpayers fromclaimng the

credit, the change regardi ng concl usion concerning the credit

benefit, and the reversion to departnmental

23, 2000, still applies.
Consi deration of the March 23, 2000,

costs,

addi ti onal inplenentation concern is being added to this analysis.

Existing federal |law allows eligible individuals a refundable EIC
credit allows for the excess of the credit
be refunded to the taxpayer

i ncomre and i s phased out

whet her the taxpayer

The credit
as i ncone increases.
has qualifying children

as a state public
the prior analysis dated March
The “1 npl enmentati on Considerations” and “Techni cal
analysis are included in this analysis. One

A refundabl e

over the taxpayer’'s tax liability to

The federal credit for the 1999 taxable year

is a percentage of the taxpayer’s earned

The percentage varies based on

is determi ned as foll ows:

El i gi bl e I ndi vi dual Ear ned Conmpl etely Credit Max. Feder al Max. Proposed
W th | ncone Phased- out @| Percent. Credit State Credit

1 qualifying child $6, 800 $26, 928 34% $2, 312 $346. 80

2 or nore qualifying| $9,500 $30, 580 40% $3, 816 $570. 90

children

no qualifying $4, 500 $10, 200 7.65% $347 $52. 05

chil dren

This bill would specify that
qualify for the state credit.

federal credit.

i ndi viduals qualifying for the federa
The state credit would be equal

credit woul d
to 15% of the
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| npl enent ati on Consi derati ons

This bill would require an appropriation of noney by the Legislature to pay
refunds authorized by this bill. D sallowance of refunds to some taxpayers
could result if the anount of refunds clai ned exceeds the funds
appropriated. Prior to approval of a continuous appropriation, refunds of
the refundable renters' credit were delayed and interest had to be paid to
taxpayers until nore funds were appropriated to cover clains in excess of
the initial appropriation. |If funds are not available to cover refunds due
under this bill, paynents of interest to refund recipients and additiona
departnental costs associated with additional calls to the service center

i nqui ring about del ayed refunds would result.

Many taxpayers eligible for the federal EIC probably have little or no
federal or state tax liability and do not have a California filing

requi rement. Some 600,000 current non-filers would be required to file tax
returns to claimthe proposed EIC, which would significantly inpact the
departnent’s prograns and costs.

The I nternal Revenue Service (IRS) conpletes tax returns for sonme taxpayers
who claimthe refundable EIC. Since the proposed California EIC would be
based on a percentage of the federal EIC, these taxpayers nay expect the FTB
to calculate their proposed California EIC. The FTB does not have ready
access to the federal nodified adjusted gross incone figures (non-taxable
and taxabl e earned incone) that are used for the federal EIC calculation;
therefore, the FTB would be required to request this information after the
filing season and store additional docunentation on these taxpayers. This
woul d result in additional departmental costs.

Refund returns generally are filed early in the filing season. |If taxpayers
claimng the California EICfile late in the filing season after they
receive their federal EIC, that behavior could have a mmjor inpact on the
processing of returns and possibly cause delays in the issuance of refunds.

Taxpayer error rates on the federal EIC, as well as fraud concerns, cause
the RS to adjust many returns. Consequently, the correct federal EIC
anount may not be known until after the taxpayer has filed the state return
and clainmed the proposed California credit. The FTB would then have to

i ssue an assessnent to retrieve refunds inproperly made. This would result
in additional departnental costs.

This bill would require the FTB to provide training and information directly
to enpl oyers; however, the Enpl oynent Devel opnent Departnent (EDD), rather
than FTB, advises enployers on matters relating to withholding. [If such

i nformati on could be provided indirectly through FTB' s normal nethods for
providing information to tax preparers and taxpayers (i.e., instructions
with tax forns, the Tax News newsletter) or through EDD advisories, this
provi sion woul d not cause significant inplementation issues. |If this

departnment were required to contact all enployers in the state, significant
resources would be required to inplement this provision. Carification is
needed before the department could inplenment this portion of the bill
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Under specific provisions of federal |law, denial of the EICis treated as a

deficiency, subject to protest and appeal. The bill does not specify
protest and appeal rights in connection with denial of the proposed
California EIC. It is unclear when denial of the state EIC woul d be subject

to protest and appeal.

It is unclear if taxpayers would be ineligible for the state credit because
of reckless or intentional disregard of the rules or because of fraud in
claimng the state credit as provided for the federal credit under federal

I aw.

This bill would allow a credit that is not in whole dollar anpunts. It
woul d be cost effective to round the credit anpbunt to the nearest whol e
dol | ar.

Techni cal Consi derati on

Amendnent 1 is provided to renbve an obsolete reference to the refundable
renters' credit.

FI SCAL | MPACT

Departnmental Costs

First year inplenmentation costs are estimated at $13.3 mllion and ongoi ng
costs are estimated at $9.6 mllion per year. These costs are down from
$13.9 mllion and $11 mllion, respectively, fromthe March 23, 2000
analysis. The estimate includes $1.2 nmillion and $1 mllion respectively

for additional |eased facilities.

The estimated costs are associated with the printing and processing returns
for new filers who currently do not have a filing requirenent, but would
file solely to claimthe refundable EIC. These returns are estimted at
650, 000 for the first year and 540,000 returns thereafter. The costs also
i ncl ude processing of an estimated 2.5 mllion current filers in the first
year and 2.1 mllion thereafter who would qualify to claimthe credit.

The addition of the EIC to the tax forns and instructions would cause the
540NR formto expand to anot her page. The additional page of the tax return
woul d significantly slow the processing of 540NR returns.

The credit is based on the allowance of the credit at the federal level. It
is not possible for the departnent, during processing of the state return,
to determine if the federal credit was allowed. To avoid the risk of paying
interest on the refund created by the credit, the FTB would be required to
calculate the credit for federal purposes and then apply 15% for state

pur poses. Conputer processing systems will have to be nodified to calculate
the federal credit.

In addition, because of the fraud potential associated with any refundable
credit, returns will be reviewed at a higher than normal rate of 35%for new
filers and 25% for current filers. A quality review (or second review)
woul d be perfornmed on 45% of the returns selected for the first review
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O her costs include changes to the conmputer systems that currently do not
contain logic to process a refundable credit, increased taxpayer phone calls
and correspondence, and el ectronic and paper storage. The departnment has no
addi ti onal space to expand its current operations. The departnent would
work within avail able space to the extent possible; however, this bill would
require significant anmounts of additional building space to process this
credit, which may include |easing additional office space and file storage
space.

Significant costs may be generated if the departnment has to coll ect
erroneously issued refunds due to fraud or federal EIC adjustnents.

Departnental costs associated with providing training and information to
enpl oyers cannot be determ ned until this provision has been clarified.

Tax Revenue Esti mate

This proposal is estinmated to inpact PIT revenue as shown in the foll ow ng
tabl e.

Fi scal Year Cash Fl ow
Taxabl e Years Begi nning After Decenber 31, 1999
Enact nent Assuned After June 30, 2000

$ MIlions
2000-01 2001-02 2002-03
-$609 -$620 -$636

Thi s anal ysis does not consider the possible changes in enpl oynent, personal
i ncome, or gross state product that could result fromthis neasure.

Revenue Di scussi on:

The revenue inpact for this bill will be determ ned by the nunber of
qual i fying taxpayers and the anount of earned incone on which the credit is
based.

These estimates were derived fromthe Departnent’s Personal |ncone Tax Mode

and usage of the federal EIC, grown by the U S. Treasury growh rates
specifically for the federal EIC

POSI TI ON

Pendi ng.
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Anal yst Jeff Garnier
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FRANCHI SE TAX BOARD S
PROPCSED AMENDMENTS TO AB 1854
As Anmended March 30, 2000

AMENDMENT 1

strike “or subdivision (j) of Section 17053.5"



